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Auditing Procedures
With Respect to Variable
Interest Entities
Standard Notice to Readers
This Practice Alert is intended to provide practitioners with information that may help
them improve the effectiveness and efficiency of their engagements and practices and
is based on existing professional literature, the experience of members of the Professional
Issues Task Force (PITF) and information provided by certain AICPA member firms to their
own professional staff. This information represents the views of the members of the
PITF and has not been approved by any senior technical committee of the AICPA. The
auditing portion of this publication is an Other Auditing Publication as defined in SAS 95,
Generally Accepted Auditing Standards and is intended to provide guidance to auditors
of nonissuers1. Other Auditing Publications have no authoritative status; however, they may
help the auditor understand and apply Statements on Auditing Standards (SASs). If an
auditor applies the auditing guidance included in an Other Auditing Publication, the
auditor should be satisfied that, in his or her judgment, it is both appropriate and
relevant to the circumstances of the subject audit. This publication was reviewed by the
AICPA Audit and Attest Standards staff and published by the AICPA, and is presumed
to be appropriate.

Introduction
The purpose of this Practice Alert is to provide guidance to auditors in planning and
performing auditing procedures with respect to variable interest entities (VIEs). VIEs
include many entities that have previously been referred to as special-purpose entities
(SPEs), but also include many other entities not previously thought of as SPEs. A VIE is to
be evaluated for consolidation by the auditee based on all contractual, ownership, or other
monetary interests, both explicit and implicit, in the VIE that expose the auditee to the
economic risks and rewards of the VIE. Such interests are termed variable interests. In
general, an entity is a VIE that is subject to consolidation pursuant to the provisions of
FASB Interpretation No. 46(R), Consolidation of Variable Interest Entities (FIN 46R), if (1)
it has an insufficient amount of equity for the entity to finance its activities without
additional subordinated financial support2 provided by any parties, (2) as a group, the
1 The term “issuer” is defined in Section 2 of the Sarbanes-Oxley Act as :
An issuer as defined in Section 3 of the Securities Exchange Act of 1934, the securities of which are registered under Section 12 of that
Act, or that is required to file reports under Section 15(d) [of the Exchange Act] or that files or has filed a registration statement that has
not yet become effective under the Securities Act of 1933, and that it has not withdrawn. [Parenthetical references to the United States
Code omitted].
2 Subordinated financial support is defined in FIN 46R, paragraph 2(e), as variable interests that will absorb some or all of an entity’s
expected losses.
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equity owners through their equity holdings, are unable to control decisions about the
entity’s activities that have a significant effect on the success of the entity, (3) as a
group, the equity owners do not, through their equity holdings, absorb the expected losses
or receive the expected residual returns of the entity, or (4) substantially all of the entity’s
activities involve or are conducted on behalf of an investor with disproportionately few
decision making rights relative to the investor’s obligation to absorb the entity’s expected
losses or the investor’s right to receive the entity’s expected residual returns. Variable
interests might include, but are not limited to:
– Equity investments/ownership interests
– Loans or notes receivable
– Guarantees
– Insurance contracts
– Derivative contracts
– Management and other service contracts
– Leases
– Research and development and other project development activities

Accounting Considerations
In January 2003, the Financial Accounting Standards Board (FASB) issued FIN 46,
Consolidation of Variable Interest Entities, which explains how to apply the controlling
financial interest criterion in Accounting Research Bulletin No. 51, Consolidated Financial
Statements, to VIEs. In December 2003, the FASB issued a revision to FIN 46 (FIN 46R).
The revision was issued to clarify some of the provisions in FIN 46. Hereinafter, FIN 46
and FIN 46R will be collectively referred to as FIN 46.
In addition to FIN 46, when considering disclosures related to VIEs, practitioners should
refer to FASB Statement No. 57, Related Party Disclosures [AC section R36] (SFAS 57),
which gives the requirements for related party disclosures.
This Practice Alert does not provide guidance with respect to the accounting for VIEs. For
such accounting guidance, practitioners should refer to FIN 46 and FASB Staff Positions
related to FIN 46. For the latest information and guidance on accounting for VIEs,
practitioners may visit the FASB’s Web site at http://www.fasb.org.

Step 1: Identify the Population of Variable Interests in VIEs
Perhaps the greatest challenge to auditors, and the greatest risk, in auditing VIEs is
evaluating the completeness of the population of VIEs in which the auditee may have
a variable interest. One approach that has proven to be effective in addressing the
completeness of the population is to examine the transactions that the auditee has
engaged in that have the potential to create variable interests in another entity. The
counterparty to each of those transactions represents a potential VIE that the auditor must
consider. The auditor should keep in mind that although many transactions with VIEs
involve SPEs or are other structured transactions undertaken in efforts by the auditee
to keep assets or liabilities off the balance sheet or avoid recognizing losses, many other
transactions involve more conventional entities such as joint ventures, partnerships, and
similar entities that may meet the definition of a VIE. It is those more conventional
entities that often involve the greater risk of not being considered for consolidation.
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In order for the auditor to be satisfied that the auditee has identified all variable interests
in VIEs, the auditor should perform the following procedures:
(a) Request that management provide lists of all identified variable interests in (i)
VIEs, (ii) potential VIEs that management considered but judged not to be VIEs,
and (iii) entities that were afforded the scope exceptions of FIN 46. Inquire as to
whether, during the period under audit, there were any transactions with those
identified VIEs, potential VIEs, or entities afforded the scope exceptions.
(b) Review notes to financial statements related to SFAS 57 and FIN 45, Guarantor’s
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees
of Indebtedness of Others, as those disclosures may indicate the existence of
potential variable interests in VIEs.
(c) Review prior year’s audit documentation for the names of any potential VIEs.
(d) Review investment and sales transactions during the period under audit, as well
as any operating agreements or other contracts, to determine whether the nature
and extent of such transactions create variable interests in VIEs. Examine executed
copies of agreements, contracts, and other pertinent documents, such as invoices.
The review should include any new transactions during the period under audit and
any changes to arrangements entered into in prior years.
(e) Inquire as to the existence of any unwritten agreements with other entities. “Other
entities” includes unrelated parties, related parties, and de facto agents. Related
parties and de facto agents are discussed further under Step 2 below.
(f) Review minutes of meetings of board of directors and other relevant meetings
to identify potential variable interests in VIEs.
(g) Consider whether the auditee has adequate control procedures3 for identifying all
variable interests (which includes the identification of potential variable interests)
and assessing whether those interests are in VIEs, including procedures to
re-assess whether the status of VIEs or primary beneficiaries has changed4.
(h) Perform tests of the control procedures for identifying all variable interests and
assessing whether those interests are in VIEs, and consider whether those controls
are operating effectively. The auditor should keep in mind that the auditee may
deliberately attempt to obscure the fact that it has engaged in transactions with
VIEs. In addition, it is uncommon for small business entities and privately held
companies to have formal control procedures in place to identify all variable
interests and assess whether they are in VIEs.
(i) Based on the results of the above procedures, and any other procedures that the
auditor considered necessary, determine whether implied variable interests [as
discussed in FASB Staff Position (FSP) No. FIN 46(R)-5, Implicit Variable Interests
under FASB Interpretation No. 46 (revised December 2003)] exist and were
appropriately identified and evaluated by management.
(j) If the audit procedures reveal the existence of variable interests in VIEs that the
auditee did not disclose to the auditor, consider the effect on the fraud risk
assessment and the possible need to perform additional procedures and whether
a significant control deficiency exists that should be reported to management.

3 Adequate control procedures may include the appointment of an appropriate individual to review transactions and contractual arrangements,
such as those listed in the Introduction section of this Practice Alert, on a continuous basis in an effort to identify potential variable
interests in VIEs. However, adequate procedures will vary depending on the size and complexity of the auditee.
4 See paragraphs 7 and 15 of FIN 46R.
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For all variable interests and potential variable interests identified, the auditor should
perform the following:
(a) Obtain an understanding of the business purpose of the transaction. When
necessary to fully understand a particular transaction, the following procedures,
which might not otherwise be deemed necessary to comply with generally accepted
auditing standards, should be considered:
1) Confirm transaction amount and terms, including guarantees and other
significant data, with the counterparties to the transaction.
2) Inspect evidence in possession of the counterparties to the transaction.
3) Confirm significant information with intermediaries, such as banks, guarantors,
agents, or attorneys.
4) Refer to financial publications, trade journals, credit agencies, and other
information sources when there is reason to believe that unfamiliar customers,
suppliers, or other business enterprises with which material amounts of business
have been transacted may lack substance.
5) With respect to material uncollected balances, guarantees, and other
obligations, obtain information about the financial capability of the
counterparties to the transaction.
(b) Determine whether the transaction has been approved by the board of directors
or other appropriate officials.
(c) Perform tests and conclude as to whether the auditee correctly applied FIN 46
to first identify potential variable interests in VIEs and then to determine variable
interests in VIEs.
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to whether the auditee has identified all variable
interests in VIEs.

Step 2: Consider the Involvement of Related Parties
A number of key provisions of FIN 46 require consideration of related parties. The principal
guidance requiring such consideration includes the scope exceptions of paragraph 4, the
provisions in paragraph 5 for determining whether an enterprise is a VIE, and the provisions
in paragraph 17 for determining whether an enterprise is the primary beneficiary of a VIE.
In order for the auditor to be satisfied that the auditee has adequately considered the
variable interests held by related parties, the auditor should obtain an understanding of
the relationships to the auditee of all other parties that hold variable interests in the VIEs
or potential VIEs identified in Step 1 above. Additionally, audit procedures performed in
accordance with SAS No. 45, Related Parties (AU section 334), will help identify related
parties that the auditor should consider when determining whether the auditee is the
primary beneficiary of a VIE.
The auditor should be aware that some, but not all, of the guidance in FIN 46 requiring
consolidation of related parties require that in addition to those parties identified in SFAS
57, certain other parties acting as de facto agents or de facto principals of a variable interest holder should be considered related parties. FIN 46 states that the following are considered to be de facto agents of an enterprise:
a. A party that cannot finance its operations without subordinated financial support
from the enterprise, for example, another VIE of which the enterprise is the
primary beneficiary
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b. A party that received its interests as a contribution or a loan from the enterprise
c. An officer, employee, or member of the governing board of the enterprise
d. A party that has (1) an agreement that it cannot sell, transfer, or encumber its interests
in the entity without the prior approval of the enterprise or (2) a close business
relationship like the relationship between a professional service provider and one of its
significant clients. The right of prior approval creates a de facto agency relationship only
if that right could constrain the other party's ability to manage the economic risks
or realize the economic rewards from its interests in a VIE through the sale, transfer,
or encumbrance of those interests.
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to whether the auditee has adequately considered
related parties as required under FIN 46.

Step 3: Identify Those VIEs in Which the Auditee is the
Primary Beneficiary
For those VIEs identified in Step 1 by the auditee, the auditor should review operating
agreements and make inquiries to understand how the auditee determined whether it
was the primary beneficiary. Auditors should be aware that not every VIE has a primary
beneficiary. For those VIEs that were identified through audit procedures performed in
Steps 1 and 2, the auditor should consider whether the auditee has applied the appropriate
procedures to determine if it is the primary beneficiary.
In order for the auditor to be satisfied that the auditee has identified those VIEs for which
it is the primary beneficiary, the auditor should perform the following procedures:
(a) Consider whether the auditee has adequate control procedures for determining
whether it is the primary beneficiary, including procedures to re-assess whether the
primary beneficiary has changed.5
(b) Consider whether the control procedures for determining whether the auditee is the
primary beneficiary include consideration of implicit variable interests as discussed
in FSP FIN 46(R)-5.
(c) Perform tests of the control procedures for determining whether the auditee is the
primary beneficiary and consider whether such controls are operating effectively.
(d) Consider whether the auditee has properly identified the VIEs for which it is the
primary beneficiary and the VIEs for which it is not the primary beneficiary.
(e) Consider using a valuation specialist to review any detailed computations of
expected losses and/or expected residual returns.
(f) Perform tests and conclude on the auditee’s determination of a primary
beneficiary (that is, whether the auditee correctly applied FIN 46 and the concept
of a primary beneficiary).
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to whether the auditee has identified those VIEs
in which it is the primary beneficiary.

5 See paragraph 15 of FIN 46 regarding reconsiderations of the primary beneficiary.
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Step 4: For Those VIEs for Which the Auditee is the
Primary Beneficiary, Consider Whether the Auditee
Properly Accounted For the VIE in the Consolidated
Financial Statements
In order for the auditor to be satisfied that the auditee has properly accounted for
a VIE in which the auditee is the primary beneficiary, the auditor should perform the
following procedures:
(a) Determine whether the auditee properly measured the assets, liabilities, and noncontrolling interests of the newly consolidated entity at their fair values at the date
the auditee first became the primary beneficiary.
Valuation Based on Fair Value. The auditor should obtain evidence supporting
management’s assertions about the fair value of interests in VIEs measured or
disclosed at fair value. The method for determining fair value may be specified
by generally accepted accounting principles (GAAP) and may vary depending
on the industry in which the entity operates or the nature of the entity. If the
determination of fair value requires the use of estimates, the auditor should
consider the guidance in SAS No. 57, Auditing Accounting Estimates [AU section
342]. In addition, SAS No. 101, Auditing Fair Value Measurements and Disclosures,
[AU section 328] provides guidance as to auditing fair value measurements and
disclosures contained in financial statements.
If a VIE is consolidated based on fair values that are not reflected in the VIE’s
financial statements, the auditee should provide adequate support for those
amounts – even if the carrying value approximates fair value.
The AICPA has issued a toolkit for auditors entitled “Auditing Fair Value
Measurements and Disclosures” that may be useful in obtaining evidence supporting
management’s assertions about the fair value of interests in VIEs measured or
disclosed at fair value. That toolkit is available at
http://www.aicpa.org/members/div/auditstd/fasb123002.asp.
(b) Determine whether the appropriate accounting treatments for losses (extraordinary
items) and gains (adjustments to the asset values) upon conversion to fair value
were followed.
(c) If the auditee is under common control with the VIE, evaluate whether the
auditee initially measured the assets, liabilities, and noncontrolling interests of the
VIE at amounts at which they were carried in the accounts of the entity that
controls the VIE.
(d) Evaluate whether the auditee initially measured assets and liabilities that it
transferred to the VIE at, after, or shortly before the date that the auditee became
the primary beneficiary at the same amounts at which those assets and liabilities
would have been measured had they not been transferred. No gain or loss is
allowed to be recognized because of such transfers.
(e) Evaluate whether the auditee properly accounted for the excesses (for example,
goodwill) described in paragraph 21 of FIN 46. That paragraph provides the appropriate accounting for such excesses.

6

PR ACTICEAlert
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to whether the auditee has properly consolidated
VIEs in which the auditee is the primary beneficiary.

Step 5: For Those VIEs for Which the Auditee is Not the
Primary Beneficiary, Consider Whether the Auditee
Properly Accounted for Its Interests in Accordance
with GAAP
As described in the Introduction, variable interests take many forms. If the auditee holds
variable interests but is not the primary beneficiary, the variable interests should be
accounted for in accordance with the relevant requirements of GAAP. For example:
– Ownership interests—equity method, fair value method, or cost method in
accordance with APB Opinion No. 18, FASB Statement No. 115, and other literature
– Loans or notes receivable—in accordance with APB Opinion No. 21, FASB
Statements No. 91 and 114, EITF Issue No. 85-1, and other literature
– Debt securities—FASB Statement No. 115 and other literature
– Guarantees—in accordance with FIN 45 and other literature
– Insurance contracts—in accordance with FASB Statements No. 5, 60, and 113,
FIN 14, and other literature
– Derivative contracts—in accordance with FASB Statement No. 133 and other
literature
– Management and other service contracts—in accordance with EITF Issue No. 00-21
and other literature
– Leases—in accordance with FASB Statement No. 13 and other literature
– Research and development and other project development activities—in accordance
with FASB Statements No. 2 and 68 and other literature
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to whether the auditee has properly accounted
for its interests in VIEs for which the auditee is not the primary beneficiary in accordance
with GAAP.

Step 6: Consider Whether Additional Evidential Matter
is Needed
After identifying the VIEs for which the auditee is the primary beneficiary, the auditor
should consider whether additional evidential matter is needed. If, in the auditor’s
judgment, additional evidential matter is needed, the auditor should perform procedures
to gather such evidence. For example, the auditor may conclude that additional evidential
matter is needed because of significant differences in fiscal year-ends between the auditee
and the VIE, significant differences in accounting principles between the auditee and the
VIE, changes in ownership of the VIE, changes in conditions affecting the auditee’s use of
the equity method, or the materiality of the VIE to the auditee’s financial position or
results of operations. Examples of procedures the auditor may perform are making inquiries
of management about the VIE’s financial results, and reviewing information in the auditee’s
files that relate to the VIE, such as VIE minutes, budgets, and information on cash flows.
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If the VIE’s financial statements are not audited, or if the VIE auditor’s report is not
satisfactory, the auditor should apply, or should request that the auditee arrange with the
VIE to have another auditor apply, appropriate auditing procedures to such financial
statements, considering the materiality of the VIE in relation to the financial statements
of the auditee.
Any time lag in reporting between the date of the financial statements of the auditee and
that of the VIE should be consistent from period to period. If such time lag has a material
effect on the auditee’s financial statements, the auditor should determine whether
management has properly considered the lack of comparability. The effect may be material
because, for example, the time lag is not consistent with the prior period in comparative
statements or because a significant transaction occurred during the time lag. If a change
in time lag occurs that has a material effect on the auditee’s financial statements,
an explanatory paragraph should be added to the auditor’s report because of the change
in reporting period. For guidance regarding consolidating entities with different fiscal yearends, auditors should refer to Accounting Research Bulletin No. 51, Consolidated Financial
Statements, paragraph 4.
The auditor should evaluate management’s conclusion about the need to, or lack of need
to, recognize an impairment loss for an other than temporary decline in the fair value
of the individual assets of the VIE below their respective carrying amounts. In addition,
with respect to subsequent events and transactions of the VIE occurring after the date
of the VIE’s financial statements but before the date of the auditor’s report on the financial
statements of the auditee, the auditor should read available interim financial statements
of the VIE and make appropriate inquiries of management of the auditee to identify
subsequent events and transactions that are material to the auditee’s financial statements.
Such events or transactions of the type contemplated in AU section 560, Subsequent
Events, paragraphs .05 and .06, should be disclosed in the notes to the auditee’s financial
statements and, where applicable, labeled as unaudited information. For the purpose of
recording the auditee’s share of the VIE’s results of operations, recognition should be given
to events or transactions of the type contemplated in AU 560.03.
The auditor should obtain evidence relating to material transactions between the auditee
and the VIE in order to evaluate the adequacy of disclosures about material related party
transactions.
The auditor should adequately document the procedures performed, the evidence obtained,
and the conclusions reached with respect to any additional evidential matter that is
deemed necessary.
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Step 7: Consider Whether the Auditee Has Made the
Appropriate Disclosures About the VIEs With Which
It Is Involved, Both Those for Which It Is the Primary
Beneficiary and Those for Which It Is Not the
Primary Beneficiary
In addition to disclosures required by other standards, the primary beneficiary of a VIE
must disclose the following:
– The nature, purpose, size, and activities of the VIE.
– The carrying amount and classification of consolidated assets that are collateral
for the VIE’s obligations.
– Lack of recourse if creditors, or beneficial interest holders, of a consolidated VIE
have no recourse to the general credit of the primary beneficiary.
FIN 46 also requires an enterprise that has a significant variable interest in a VIE but
is not the primary beneficiary to disclose the following:
– The nature of the enterprise’s involvement with the VIE and when that
involvement began.
– The nature, purpose, size, and activities of the VIE.
– The enterprise’s maximum exposure to a loss as a result of its involvement
with the VIE.
In evaluating the adequacy of disclosure, the auditor should consider the form, arrangement, and content of the financial statements and their notes, including, for example, the
terminology used, the amount of detail given, the classification of items in the statements,
and the bases of the amounts reported. The auditor should compare the presentation and
disclosure with the requirements of GAAP. However, the auditor should also follow the
guidance in SAS 32, Adequacy of Disclosure in Financial Statements [AU section 431], in
evaluating the adequacy of disclosure that is not specifically required by GAAP.

Step 8: Obtain Appropriate Representations From Management
SAS 85, Management Representations [AU section 333], provides guidance to auditors
in obtaining written representations from management. The auditor should obtain written
representations from management regarding the completeness of the information regarding
VIEs and transactions with VIEs, and the adequacy of the disclosures in the financial
statements. The auditor should also consider obtaining written representations regarding
critical issues and assumptions related to transactions with VIEs. Representations should
also confirm that there are no side agreements that would materially affect the accounting.

Step 9: Consider Whether the Results of the Auditor’s
Procedures With Respect to VIEs Require Any Special
Reporting Considerations
If the auditor is unable to obtain sufficient appropriate audit evidence with respect to
VIEs and transactions with VIEs in order to provide reasonable assurance that the financial
statements are free of material misstatement, he or she should consider modifying the
auditor’s report for the scope limitation.
Additionally, when there are significant transactions with VIEs the auditor may wish to
emphasize a matter by adding an explanatory paragraph.
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